Abstract: This study examines the issues the Czech Republic faces in implementing defense offsets. The paper will briefly outline the history of the Czech Republic's participation in offsets and its current policy towards offset practices. The Czech Republic is a NATO, as well as EU, member and therefore is obliged to follow policies implemented by these institutions. The offsets for the Gripen Program will be used to illustrate the implementation of defense procurement offsets by Czech Republic MoD under its Industrial Participation Program. The unique course offerings create an interdisciplinary, interactive learning environment that facilitates the exchange of ideas among U.S. and international participants in Monterey, California, and locations worldwide. These programs are presented on a regularly scheduled basis at DRMI in Monterey and by specific arrangement at other locations in the United States and in other countries.
Defense Resources Management Institute Naval Postgraduate School
The Defense Resources Management Institute (DRMI) is an educational institution sponsored and supervised by the Secretary of Defense and located at the Naval Postgraduate School in Monterey, California. Since 1965 the Institute has conducted professional education programs in analytical decision making and resources management for military officers of all services and for senior civilian officials of the United States and 149 other countries.
The mission of the Defense Resources Management Institute is to educate civilian and military government officials in the principles and concepts of defense resources management.
The unique course offerings create an interdisciplinary, interactive learning environment that facilitates the exchange of ideas among U.S. and international participants in Monterey, California, and locations worldwide. These programs are presented on a regularly scheduled basis at DRMI in Monterey and by specific arrangement at other locations in the United States and in other countries.
The success of DRMI reflects the breadth and depth of the in-house technical expertise that DRMI can draw upon. The DRMI Faculty, a community of scholars and practitioners, are experts in defense resources management and has published in major academic and technical journals. The faculty has extensive experience in providing technical assistance and educational programs worldwide over the past 40 years. Our educational strategy is one of collaboration, tailored to the specific environment of the participant.
The Defense Resources Management Institute specializes in four broad educational areas:
• Economic analysis of the public sector • Operations research of public sector decision problems • Public budgeting and fiscal management • Defense organizations and management methods For more information about our educational and technical assistance activities, please visit our website at http://www.nps.navy.mil/drmi or email us at drmiadmin@nps.edu.
INTRODUCTION
The term offsets is used in defense sales to mean the compensation given to buyers to offset the economic impact on them from having purchased items made in foreign countries, rather than domestically-produced items. It is designed to reduce the massive expenditure needed for defense procurement, ensure that some of the money paid out by the government (in some cases by the Armed Forces) is offset by an influx of foreign investment, and to justify to a domestic population the purchase of foreign made products.
Offsets have served important foreign policy and national security objectives, such as increasing the industrial capabilities of countries, standardizing military equipment, and modernizing allied forces. Countries require offsets for a variety of reasons with high expectations for benefits resulting from offsets agreements. Nations anticipate that offset agreements will reduce defense acquisition costs; Offsets will initiate positive changes in employment levels, especially in the purchasing country;
Offsets will result in a strengthening of the acquiring country's economy by transfers of capital in the form of direct foreign investments, with an emphasis on improving the competitive ability of advanced industrial sectors and services; Offsets result in advanced technologies and know-how transfers. Offsets will help in the development of environmental technologies, human resources, and small and medium-sized businesses.
Offset arrangements may include agreements by the seller to purchase from local suppliers with some connection to the buyer; agreements to invest in production or other facilities in geographical proximity to the buyers; or agreements by the seller to meet certain performance targets (export requirements) or undertake other related activities (countertrade) on behalf of the buyer. One can even point to transactions that might be regarded as ''reverse offsets," with the vendor reducing price or providing additional services in exchange for commitments by the buyer that would not normally be part of a "straight" sale. An example would be a commitment by aircraft vendors to reduce prices in exchange for buyer agreements to exclusively purchase their product over some future period.
The negotiated agreement between the two parties that stipulates that the exporter will complete a certain amount of offset work within a specific time period is The term Direct Offset means offset projects related directly to the subject matter of the public contract, and should account for at least 20 percent of the purchase price in the Czech Republic. For example, exactly 20 percent of the Swedish investment in the Gripen Program was directed immediately into the Czech Defense and Aviation Industry CDAI. 6 All other ICP, those consisting of the involvement of domestic companies in projects related to activities of the bidder, or bidder's subcontractor, are classified as indirect offsets.
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Characteristics of Offsets
Although offset policies vary among states there are some common characteristics. These characteristics include importing countries usually mandating offset requirements by law as a percentage 8 of the contract value, offset requirements automatically generated for minimum contract value, 9 sometimes as low as USD 5 Procedures. The Government has adopted a decree that defines a list of products that can only be imported or exported against a license.
In the areas of investment and competition, the Czech R epublic's support for negotiations is motivated by its specific experience as a country that has completely restructured its system of ownership rights and deregulated its former centrally planned economy. Foreign direct investments have played a key role in the process of economic transformation, and their importance for further development of the economy is continuously growing. As such, the Czech Republic is committed to creating a stable contractual framework that will provide a transparent, predictable and legally certain environment for foreign investors and concurrently will not undermine the regulatory powers of governments to pursue their legitimate economic objectives.
THE CZECH ENVIRONMENT
The Czech Republic is commonly considered to be a pol itical and economic 1.8% of GDP, and 5.8% share of the State Budget of the Czech Republic. 13 The decrease in the percentage of GDP allocated for defense is significant.
Similar to defense industries throughout the world, the Czech defense industry found that it must diversify and seek dual-use technologies to expand its market potential.
The Czech Republic has a long industrial history of producing high quality aircraft and heavy equipment, as well as sophisticated technologies for radars. The Czech Republic's massive privatization program included restructuring and consolidating firms. The descendants of the former state owned defense sector include two primary consortia, or holding companies: Aero Holding, and Omnipol. Aero Holding manages several independent companies within the aviation sector; however, 99.96% of Aero is stateowned through the Czech Consolidation Agency. 14 The Czech aviation industry is regulated by MIT. Omnipol deals with the purchase of goods for the purpose of further sale; trading brokerage; economic and management consulting; development, manufacturing, repairs, modification, transport, purchase, sale, lease, storage, degradation and destruction of weapons and ammunition; destruction, degradation, purchase and sale of explosives. 15 Companies trading in the defense industry are required to have licenses.
Offset Programs in the Czech Republic
Offset policy has been a part of the procurement programs in the Czech Republic since 1998 when the government issued its first decree that stated conditions for application of offsets requirements. 16 Experience soon demonstrated that the decree needed revision especially since work on the supersonic aircraft procurement contract required a considerable amount of flexibility in reaching the agreement from both the procurement staff and the contractor.
The MIT used its experience to prepare a new decree governing offsets, which was approved by the government in 2005. 17 Following the decree, the MIT issued an order detailing the governmental decree. 18 In short, the implementation of offsets, or ICPs, is regulated by government decree and is binding on all government organizations and bodies performing procurement with state budget funds. The MIT of the Czech
Republic is the keeper of the industrial cooperation policy.
To understand the reasons behind adopting the industrial cooperation policy, it is necessary to look at the recent history of the Czech Republic. Not even two decades ago the former Czechoslovakia, of which the Czech Republic was an integral part, belonged to industrially developed countries. During the last fifteen years the Czech Republic sustained complete political and economical changes. Large heavy industrial companies disappeared and mostly small and medium-sized enterprises took their place.
Transformation of the economy also caused a turn away from the traditional markets.
That meant also the loss of traditional customers. This situation was particularly significant in the defense industry. The drastic changes in the economy also resulted in a radical change in the wealth of citizens. Different regions were developing unevenly.
There are traditionally industrial regions of the Czech Republic where the unemployment rate increased dramatically to 20 percent. Therefore, all Government purchases from foreign suppliers are politically a very sensitive issue.
In the offset decree, the government formulated objectives of the ICP that complement the overall governmental policy of employment, regional development and 
OVERVIEW OF THE GRIPEN PROGRAM IN THE CZECH REPUBLIC
The Gripen Program is the largest ICP program for the Czech Republic MoD.
The program underwent the following development steps:
• 1993 -MiG-29 supersonic fighters were decommissioned from the inventory of the Czech Armed Forces.
• 1995 -The Chamber of Deputies of the Czech Republic Parliament resolved that plans to modernize the MiG-21 aircraft were ineffective.
• 1997 -The Government decided in favor of supersonic aircraft acquisition and endorsed the procurement of 72 L-159 subsonic aircraft.
• 1999 -Concept on the Development of the MoD Department, including procurement of supersonic aircraft, was approved by the Government. In the same year,
MiG-23 and Su-25 aircraft were decommissioned from the inventory of the Czech Armed
Forces.
• 2000 -Public bidding process began in order to select a supersonic aircraft supplier.
• 2001 -Report on bids evaluation was submitted. The Government decided to initiate contractual negotiation with BAE/SAAB. Furthermore, the L-159 aircraft were introduced.
• Forces were signed at the Ministry of Defense.
• 2005 -Service life of the MiG-21 supersonic aircraft was over.
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Primary Facts about the Gripen Program
The Agreement on the ICP is from June 14, 2004 through December 31, 2014.
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The offset obligation represents 130% of the Gripen aircraft lease, of which 20%
represents the direct offsets. Speaking in absolute figures, the offset obligation is CZK 25.5 billion. 23 The ICP was approved, as was the main delivery contract, by the Czech government. 24 The projected performance over the years in terms of value and percentage of the Industrial Cooperation is introduced in Figure 2 . with CZK 2.44 billion of that amount in the direct offset area. Those amounts represent 48% and 9.6% respectively. Should the BAE System perform below these agreed values, the penalty will be applied by the MOD. Generally, the penalty will represent a percentage of the difference between the actual performance and the planned value. The penalty bears a feature of the performance bond; it means that once the BAE System reaches the planned performance, the projected curve again, the money would be released back by the MoD. Should BAE Systems fail to reach the specified program performance, the penalty will be used as a part of the final penalization. In the time between the milestones, the performance may drop below the projected curve without problems. The drop will be noted and the performance will be closely observed in the upcoming years.
Actual performance is depicted in Figure 3 . As shown, BAE System had an excellent start in the program and instead of the value of CZK 2.79 billion actually generated CZK 4.21 billion. Some of these values were generated by the pre-offset transactions during the two year approval process. In percentage terms, the required generated value was 11 percent. The approved value generated by the end of 2004 was 16.5 percent. Unfortunately, the actual publicly releasable data is for the first year of the Gripen Program only. 
Transactions Distribution
The approximate distribution of running transactions for the Gripen Program by the type of industry is as follow: The key to the successful and for both sides beneficial, relationship is the comprehensive agreement on the ICP. The Gripen program is a good proof of the quality of the new government policy and a positive example of the industrial cooperation execution. Although most of these offset transactions will generate a value in the future, the Czech MoD approved the second annual Offset Performance Report, which claims that about two years into the ten year program, the total offset reached CZK 6.6 billion, 26% of the total obligation. 27 Nevertheless, approximately 75 percent of the overall value of the program has yet to be generated and the total value of offset transactions will not be clear until the end of the Gripen offset program in 2015.
CONCLUSION
Offsets represent reciprocal economic advantages that result from economic agreements. Due to increasing competition among suppliers, the reduced global defense market, declining military budgets, and other aspects, buyers are able to influence the conditions under which major defense programs are obtained. Therefore, offsets are used predominantly in a sense of variety of industrial, commercial and political arrangements under which foreign suppliers implement specific actions aimed at partially or fully compensating the buyer's procurement cost. The Czech Republic seeks these compensations for the direct cost of procuring major defense programs. These offset practices, however, do not fit the free trade principles and create barriers to free trade. Even though the total value of offset transactions will not be clear until the end of the Gripen offset program in 2015, the Czech MoD has already approved the second annual Offset Performance Report, which claims that after about two years into the ten year program, the total offset reached CZK 6.6 billion, 26% of the total obligation.
Nevertheless, about 3/4 of the overall value of the program has yet to be generated. It is relatively easy to monitor formal fulfillment of offset program in terms of contracts signed; however, it is difficult to establish whether these offset transactions are the result of the offset arrangements. It is also difficult to evaluate the contribution of offsets to the achievement of long-term goals within defense and economic development policy due to the multitude of other determinants that can affect these goals.
The duration of the ICP must be also considered when assessing the long-term impact of an offset program. Direct offsets are usually established for the time period of the contract and so are considered to have a relatively short-term economic effect. When the offset program is completed, there is a need to find another work for labor, and other use for machinery, equipment, and capital. Therefore, it is even more difficult to estimate the value of a particular contract. The more an offset activity is fitted to an existing strategy, the better results in the future.
Offsets themselves add complexity to an already complex international trade. The more complex the program, the more space it has for a hidden agenda. Maximum effort has to be made to ensure transparency throughout the whole process of Industrial Cooperation Programs.
